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BEFORE THE STATE BCARD OF EQUALI ZATI ON
OF THE STATE OF CALI FORNI A

In the Matter of the Appeal of & Mo . 81R—1169-vH

B ..{.5. MARinE, LJC. }

Appear ances: .

For Appel | ant: Steve ¢. MEl roy
President

For Respondent: Kendall E. Rinyon
Assi st ant Chi ef Counsel

oPIl NI ouy ‘

Thls ai?eal is made pursuant to section 26075,
subdi vi si on of the Revenue and Taxation Code

fraom the actlon of the Franch|s Tax Board in_deny hng t he
claims of B.M.s. Marine, Inc. or refund of franchise
tax in the anounts of $3,240 and $3,612 for the incone

years ended October 31, 1976, and Cctober 31, i977,
respectively.

1/ Unless otherwi se specified, all Section references

are to sections of the Revenue and Taxation Code as in
effect for the income years in issue.
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Appeal of 3.M.S. Marine, Inc.

The sole issue presented for our decision is
whet her appellant is entitled to ordinary and necessary
busi ness expense deductions for bonus payments made to
its three sharehol der-officers during the i ncone years
ended in 1976 and 1977.

Organized in 1972, appellant is a closely held
California corporation which manufactures and sells
mari ne hardware and boat, accessories from its offices in
the City of Santa ana, County of Orange. The stack of
the corporation is owned equally by three sharehol ders,
Robert R. Bacus, Steve C. McElroy, and Cerald A Stiles,
who are also officers and directors in the conpany.

M. MEIroy is the president, M. Bacus is the vice-
president and secretary, and #r. 3tiles iS the treasurer.
For the years 1976 and 1977, t hese three sharehalder-

of ficers received ostensibly the same salary fromthe
¢orporacica,

In addition to the annual sal aries, however
appel | ant corporation issued bonuses to its three
shar ehol der-office rs during the two inconme years in
question, In Septenber 1976ofthe first incone year,
the board of directors authorized paynent of a bonus in
the sum of $36, 000 which was divided anpng the executive
officers in three equal portions. IN the next. income
year, the company paid them bonuses totalling $40,200 of
which $30,000 was awarded pursuant to a.resolutign of the
board' of directors adopted on October 5, 1977. These
1977 bonuses were |ikewi se distributed to the _
sharehol der-officers in three equal shares. Until that
time, appellant had not declared any dividends in favor
of its sharehol ders.

On its corporation franchise tax returns for
1976 and 1977, appellant clained business expense
deductions of $36,000 and $40, 200, respectively, for the
bonuses paid to its three officers. Onits Schedule C
(Profit (or Loss) from Business or Profession) for both
income years, appellant listed the claimed expenses on
the line for m scell aneous expenses and added tie word

2/ AppelTant has submitted. copies of the %=2 forns that
it provided the three enployees in years 1976 and 1977

In 1976, Messrs. MElroy and Stiles both received $1%,200
while M. Bacus received $950 less due to sick leave. In
1977, the w-2 forms show that all three individuals

recei ved ccmcensation in the amount of $26, 900.
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Appeal of B.M.S. Marine, Inc.

"di vi dends. " (Resp. Br., Ex. A at, '.} Upon review, the
Franchi se Tax Board deternined that the deductions should
be disallowed for both years and issued prcposed
assessnents of additional tax which, in part, reflected
t he disall owances. Appellant thereupon filed amended
returns for its 7976 and 1977 incone years. Respondent
in turn treated the amended returns as claims for refund
since the allowabl e adjustments contained therein offset
the proposed deficiencies. In its notice denying the
refund clains at issue in this appeal,. respondent

i nformed appellant that the claimed business expense
deductions for the executive bonuses were not allowable
based on the available information which indicated the
paynments did not constitute conpensation for services.

Section 24343. of the Revenue and Taxation Code
cravidzas; inparti nent parts

(a) There shall be allowed as a deduction
all the ordinary and necessary expenses paid
or incurred during the incone year in carrying
on any trade or business, including --

(1) A reasonable allowance for salaries
or ot her conpensation for personal services
actually rendered;

Because this section is identical to section 162 of the

| nt ernal Revenue Code, federal case |aw and
interpretations are highly persuasive as to the proper
interpretation of the California statute, (Holnes v.
McColgan, 17 Cal.2d 426, 430 [110 P.2d 428], cert. den.,
314 U.S. 636 [86 L.EA. 5101 (1941); R_hn_v. Pranchise Tax
Board, 131 Cal.App.2d 356, 360 [28Q P.2d 8937 (13553)..

Tobe al | owabl e as an ordinary and necessary
busi ness expense, conpensati on nmust neet a two-prong test
of deductibility: it nust be reasonable in anount and
paid purely for personal services actually rendered,
(Treas. Hey. § 1.162-7(a); Nor-Cal Adjusters v.
Conmi ssi oner, 503 FP.2d 359, 362 (9th Cir. 1974) .}

Bonuses palrd to enpl oyees can be al so deductible if paid
as additional. conpensation for services actually

rendered, provided such paynents, when added to salaries,
do not exceed a reasonabl e conpensation.. (Treas. Reg.

§ 1.162-9; R J. Krener Co., Inc. V. Conmm SSioner,

q 80,069 T.C.4. (p-8) (1980).) In the present appeal,
.the Franchise Tax Board does not question the reasonabl e-
ness of the amounts of the bonuses that appellant paid to
its three sharehol der-officers_ Respondent contends that
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Appeal of B.MS. Marine, |nc.

t he payments did not constitute conpensation for services
but were actuallg nondeducti bl e dividends. Appellant
argues that the bonuses were part of the conpensati on.
package for its executive officers.

It is well settled that paynents are deductible
as conpensation only i f they were made with the intent to -
conpensate for services. (Paula Construction Co. v.
Conmi ssi oner, 58 T.C. 1055, 1058 (1972), affd., 474 F.24
1345 (5th Cir. 1973).) Wether the requisite intent to
conpensate existed is a question of fact which nmust he
deci ded on the basis of the facts and circunstances in a
particul ar case., (Paula Construction Co. v.
Conmi ssi oner, supra, 58 T.C. at 1059; Russos v.
Conm ssioner,. ¢ 77,309 T.C.M. (P-H) (1977)y.) Wile the
courts have cited nunerous factors. relevant in deter--
m ni ng whether or not bonus paynents were intended as
conpensation for services, including a corporation's
failure to pay dividends (Laure v. Commissioner, /0 T.C
1087, 1100 (1978), affd. in part. revd. in part, on other
i ssues, and remanded, 653 F.2d 253 (6th cir. 1981)}), and
t he paynent of bonuses in exact proportion to the
officer's stockhol dings (Nor-Cal. Adjusters v.
Conmi ssioner, supra), no single factor is decisive and
each case nust be evaluated In light-of the totality of
its own facts and circunstances. (Mayson Mg. Co, V.
Commissioner, 178 FP.2d 115, 119 (6th Cr. 71243).) In
additron, where. officer-sharehol ders who are in conplete
control of a corporation set their own compensation-as
enpl oyees, careful scrutiny of the facts is required to
ensure that the alleged conpensation was not a distribu-
tion of corporate earnings and profits, (Logam b e r
co; v. Conm ssioner, 365 r.2d 846, 851 (5th Cir. 1966);
Perlmutter V. Conm ssioner, 44 T.C 382, 401 (1965},
affd., 373 r.2d 45 (I0th Cr. 1967).)

It is well settled that the taxing agency's
determ nation that certain paynments are not deductible as .
conpensation is presuned correct, and the burden of
prOV|nﬂ entitlement to the compensation deduction rests
with the taxpayer. (Bot any wWorsted Mills v. United
States, 278 U.S. 282, {73 L.Ed 379] (1929),; Appeal of
Southland Publishing Co., Inc., Cal. st. Bd. of ual,,
Jan /7, 1964.) | nthe instant matter,. appellant contends
t hat the bonuses were awarded to properly conpensate the
.three shareholde' r-officers who had worked long hours at .
mninmal salaries marketing. the conpany's products and
managi ng its manufacturing operations. \Wile this board
does not doubt that Messrs. Bacus, McElroy, and Stiles
perfornmed these duties assiduously, we find no evidence
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in the record to establish that the bonuses were intended
as conpensation for services rendered during the appeal
ears. Appellant inplies that.the bonuses were awarded

y its board of directors in order to provide fairer com
pensation but it has failed to submt any minutes of cor-
porate meetings or resolutions adopted by the board of
directors_ which mght show that the payments were nmade
with conpensatory intent, (Anerican. Foundry v.
Conmmi ssi oner, 59 T.c. 231 (1972}, affd. in part., rew. in
part., 536 F.2d 289 égth Cir. 1976); Harry Fox, Inc.,. v.
Conmmi ssioner, ¢ 78,453 T.C.M. (P-H) (1978); Appeal of
Cali-Clubs, Inc., Cal,. St. Bd. of Equal., Feb. 8, 197%.}
AppelTant al'so notes that the executives received mini-
mal , nonconpetitive salaries, but its argument is

hi ndered by the failure to submt any information denon-
strating what its executives would bé paid far their
servicas *n li%ke business enterprises under sinilar

ci rcunst ances. (Pepsi-Cola Bottling Co. of salina, Inc.
v. Conmi ssioner, 61 T.C. 564, 569 (1974), atfd., 576 P.2d
176 (10th Gr. 1975).) Yet, even'if we were to assune
that the executives could have obtained higher salaries
el sewhere, unless it can show the paynents to have been
conpensation for services, appellant still would not be
entitled to deduct the paynents. (Elamath Medical
Service Bureau v. Commissioner, 29 T.C. 339, 347 (1357}.)
Bere, the only evidence which possibly supports
appellant's position that the bonuses constituted
additional salaries is the fact that the bonuses, like
the salaries of the officers, were divided into three
equal shares. However, since the stock of the
corporation was also divided equally among the three
sharehol der-of ficers, this single fact is not conclusive,
for bonuses paid in proportion to the owners' interests
in a corporation are often found to have been dividend
distributions instead of conpensation. (Nor-Cal

Adj usters v. Commissioner, supra; Bruce O Co., et al.
v. Conm ssioner, § 84,230 T.C.M. (P-BH) (1984).}

Upon exam nation of the facts in this appeal,
we thus find that there i s greater support for respon-
dent's determ nation that the bonuses were dividends.
First, the absence of formal dividend distributions, the

‘lack of a pre-existing bonus agreement with the officers,

and the paynment of the bonuses at the end of the income
years i n question when annual profits could be estinmated
are factors tending to show that the bonuses represented
distributions of corporate earnings and profits, (See,
e.g., Owensby & Kritikos, Inc. V. Commissiomer, { 85, 267
T.C.M. (P-8) (1985); Bruce 0il Co., et al. wv.
Conmi ssi oner, supra; Rich Plan of Northern New Engl and
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Inc. v. Conmissioner, % 78,514 T.c.M. (P-H (1978).}
Second, appellant™s treatnent of the bonus payments
indicates that they were dividend distributions. At the
very outset, appellant characterized the payments as
"dividends" on i1ts returns for the appeal years.

Al though it clains this description was a mstake by its
tax preparer,- appellant also did not include any of' the
paynents as wages or conpensation on the W2 forns
provided to the executives and apparently failed to
wi thhol d income taxes -from the paynents, dJdemonstrating
that the payments were not made with conpensatory intent,
{See Russos v. Conmi ssioner, supra.) In view of the
evidence to the confirary, we cannot find that the bonuses
were intended as conpensation for services,

Based on the foregoing, we nust conclude that
appel lant has failed to carry its burden of proving that
the boaus paymen:: were Jeductiblae as compensaticn fouo
services. Accordingly, respondent's action in this
matter will be sustained.
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ORDER

Pursuant to the views expressed. in the opinion
of the board on file in this proceeding, and good cause

.appearing t herefor,

J | T | S HEREBY ORDERED, ADJUDGED.AND DECREED,
pursuant to section 26077 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board in
denying the clains of B.M.S. Marine, Inc.. for refund of
franchise tax in the amounts of $3,240 and $3,628 for the
i ncome years ended Cctober 31, 1976, and Cctober 31,
1977, respectively, be and the same is hereby sustained.

Done at Sacranento, California, this 19th day
of Novenber , 1986, by the State Board of Equalization,
with Board Menmbers M. Nevins, M. Collis, M. Bennett,
M. Dronenburg and M. Harvey present.

Ri chard Nevins , Chai rman
Conway H. Collis » Menber
WIlliam M Bennett , Member
Ernest J. Dronenburg, Jr. , Menber
Wal ter Harvey* . Menber

*For Kenneth Cory, per Governmetn Code section 7.9
|

|
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